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S t a t e m e n t s on A u d i t i n g

Procedure

INTRODUCTION
1. The second standard of field work included in the generally
accepted auditing standards adopted by the membership of the
American Institute of Certified Public Accountants in 1949 states:
There is to b e a proper study and evaluation of the existing
internal control as a basis for reliance thereon and for the determination of the resultant extent of the tests to which auditing
procedures are to b e restricted. 1

Experience has demonstrated the soundness of the basic concepts
and rationale comprehended in this standard. The purpose of
this Statement is to amplify and clarify the application of these
concepts in the light of subsequent developments in business and
in the profession.
2. The increasing trend for certified public accountants to provide management advisory or consulting services involving the
study, evaluation, and improvement of management information
systems increases the need to clearly distinguish between these
special services and those audit services required for compliance
with the auditing standard for study and evaluation of internal
control incident to an examination of financial statements.
3. The increasing use of computers for processing accounting
and other business information has introduced additional problems in reviewing and evaluating internal control for audit purposes, as well as in making the distinction between audit services
and special services referred to in the preceding paragraph.
4. Closely related to the increasing use of computers is the
trend toward integrating accounting information required for
financial and other operating purposes into coordinated management information systems. This development increases the need
to clearly identify the elements of the total system that are comprehended in the auditing standard concerning internal control.
5. These developments and distinctions are important not
only for the purposes of defining the nature and scope of the
1

Statement on Auditing Procedure No. 33, page 16.
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auditor's study and evaluation of internal control but also in
clarifying any reports he may issue thereon. This need is accentuated by the increasing requests for reports on internal control
for use by management or by regulatory agencies,2 and sometimes for inclusion in published reports.
PURPOSE OF AUDITOR'S STUDY AND EVALUATION
6. The purpose of the auditor's study and evaluation of internal control, as expressed in the auditing standard quoted in paragraph 1, is to establish a basis for reliance thereon in determining
the nature, extent, and timing of audit tests to be applied in his
examination of the financial statements.
7. The study and evaluation made for this purpose frequently
provide a basis for constructive suggestions to clients concerning
improvements in internal control.
8. Although auditors are interested in both of the foregoing
aspects of their study and evaluation of internal control, it is
important to recognize an essential difference between them.
The study and evaluation contemplated by generally accepted
auditing standards should be performed for each audit to the
extent the auditor considers necessary for that purpose as discussed further herein. Although constructive suggestions to
clients for improvements in internal control incident to an audit
engagement are desirable, the scope of any additional study
made to develop such suggestions is not covered by generally
accepted auditing standards. The scope of an auditor's study
pursuant to a special engagement will depend on the terms of the
engagement.
DEFINITIONS AND BASIC CONCEPTS
Previous Definitions
9. In 1948 the committee on auditing procedure made a comprehensive study of internal control and published its results in
2

As used here, regulatory agencies include both governmental and other agencies, such as stock exchanges, that exercise regulatory, supervisory, or other
public administrative functions.
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1949 as a special report entitled Internal Control—Elements of
a Coordinated System and Its Importance to Management and
the Independent Public Accountant. In that special report, internal control was defined as follows:
Internal control comprises the plan of organization and all of
the coordinate methods and measures adopted within a business
to safeguard its assets, check the accuracy and reliability of its
accounting data, promote operational efficiency, and encourage
adherence to prescribed managerial policies. This definition possibly is broader than the meaning sometimes attributed to the
term. It recognizes that a "system" of internal control extends beyond those matters which relate directly to the functions of the
accounting and financial departments.
10. To clarify the scope of the auditor's review as it pertains
to his examination leading to the expression of an opinion on
financial statements, the committee issued Statement on Auditing Procedure No. 29 in October 1958, which subdivided internal
control as follows:
Internal control, in the broad sense includes, therefore, controls
which may be characterized as either accounting or administrative as follows:
a. Accounting controls comprise the plan of organization and
all methods and procedures that are concerned mainly with, and
relate directly to, the safeguarding of assets and the reliability
of the financial records. They generally include such controls as
the systems of authorization and approval, separation of duties
concerned with record keeping and accounting reports from those
concerned with operations or asset custody, physical controls
over assets, and internal auditing.
b. Administrative controls comprise the plan of organization
and all methods and procedures that are concerned mainly with
operational efficiency and adherence to managerial policies and
usually relate only indirectly to the financial records. They generally include such controls as statistical analyses, time and motion studies, performance reports, employee training programs,
and quality controls.
11. The foregoing subdivision of internal control into accounting controls and administrative controls was made for the pur-
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pose of clarifying the scope of study contemplated under generally accepted auditing standards. The committee's conclusions
in that respect, incorporated in Chapter 5 of Statement No. 33
in 1963, were as follows:
The independent auditor is primarily concerned with the accounting controls. Accounting controls, as previously described,
generally bear directly and importantly on the reliability of financial records and require evaluation by the auditor. Administrative
controls, also previously described, ordinarily relate only indirectly
to thefinancialrecords and thus would not require evaluation. If
the independent auditor believes, however, that certain administrative controls may have an important bearing on the reliability
of thefinancialrecords, he should consider the need for evaluating
such controls. For example, statistical records maintained by production, sales or other operating departments may require evaluation in a particular instance.
12. The overriding criterion inherent in the preceding excerpt
is the bearing which particular controls have on the reliability
of financial statements, regardless of their classification as accounting or administrative controls. For practical purposes, this
is tantamount to including within the definition of accounting
controls any administrative controls that have an important bearing on the reliability of the financial statements; consequently,
this concept is adopted in the revised definitions in this Statement.
Need for Clarification
13. Clarification of the previous definition of accounting control is desirable because of possible differences in interpretation
with respect to the two key elements comprehended in it: the
safeguarding of assets and the reliability of financial records.
These differences are discussed in the remainder of this section,
and the committee's conclusions concerning them are given in
the sections that follow.
Safeguarding

of

assets

14. One meaning of "safeguarding" that appears relevant in
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the context of the previous definition of accounting control is
"a means of protection against something undesirable."3 Use of
this definition conceivably could lead to a broad interpretation
that the protection of existing assets and acquisition of additional
assets is the primary function of management, and therefore that
any procedures or records entering into management's decisionmaking processes are comprehended in this element of the definition. Under this concept, for example, a management decision
to sell a product at a price that proves to be unprofitable might
be regarded as a failure to protect existing assets, and therefore
as evidence of inadequate accounting control. The same interpretation might be applied to a decision to incur expenditures for
equipment that proves to be unnecessary or inefficient, for materials that prove to be unsatisfactory in production, for merchandise that proves to be unsaleable, for research that proves to
be unproductive, for advertising that proves to be ineffective, and
to similar management decisions.
15. A second possible interpretation is that safeguarding of
assets refers only to protection against loss arising from intentional and unintentional errors in processing transactions and
handling the related assets. Unintentional errors include those
such as: understatement of sales through failure to prepare invoices, or through incorrect pricing or computation; overpayments to vendors or employees arising from inaccuracies in quantities of materials or services, prices or rates, or computations; and
physical loss of assets such as cash, securities, or inventory. In
some situations unintentional errors might also include improper
allocations of certain costs, which would result in failure to recover these costs from customers.
16. A third possible interpretation is that safeguarding of
assets refers only to protection against loss arising from intentional errors. These include defalcations and similar irregularities,
and the latter includes falsification of records for the purpose
of causing improper computation of commissions, profit-sharing
bonuses, royalties, and similar payments based on the recording
of other transactions.
3

Webster's Third New International Dictionary of the English Language Unabridged (1961), page 1998.
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records

17. Possible differences in interpretation concerning the reliability of financial records as used in the previous definition of
accounting control arise from the two separate purposes for which
the financial records may be used: internal management and
external reporting. One interpretation would extend the scope
of accounting control to include reliability of the financial records for both of these purposes, while another would restrict it to
external reporting purposes only.
18. To illustrate the foregoing distinction, the degree and
accuracy of classifications, details, and allocations required to
provide reliability of records for such internal management purposes as establishing sales policies and prices, estimating future
costs, and measuring performance by divisions, products, or other
lines of responsibility ordinarily are greater than those required
to provide reliability for external reporting purposes.
Flow of Transactions
19. The committee believes the previous definition of accounting control extended only to the safeguarding of assets against
loss from unintentional or intentional errors or irregularities (see
paragraph 15), and to the reliability of financial records for external reporting purposes (see paragraph 17). A revised definition expressed in relation to the functions involved in the flow
of transactions is presented in paragraph 28 to provide the clarification needed in this respect.
20. Transactions are the basic components of business operations and, therefore, are the primary subject matter of internal
control. In the context of this Statement, transactions include exchanges of assets or services with parties outside the business
entity and transfers or use of assets or services within it. The
primary functions involved in the flow of transactions and related
assets include the authorization, execution, and recording of
transactions and the accountability for resulting assets.
21. The ultimate authority for business transactions rests
with stockholders or other classes of owners except as circumscribed by law, and is delegated by them to directors, trustees,
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officers, and other management personnel. The delegation of
authority to different levels and to particular persons in an organization is a management function. As used in this Statement,
authorization of transactions refers to management's decision to
exchange, transfer, or use assets for specified purposes under
specified conditions.
22. Authorization may be general in that it relates to any
transactions that conform to the specified conditions, or it may
be specific with reference to a single transaction. Examples of
general authorization include the establishment of sales prices
for products to be sold to any customer, requirements to be met
in setting the credit limit for any customer, automatic reorder
points for material or merchandise, the number and type of personnel to be employed, and similar decisions. The basic characteristic of general authorization is that it is concerned with the
definition or identification of the general conditions under which
transactions are authorized, without regard to the specific parties
or transactions. Specific authorization, on the other hand, comprehends both the conditions and the parties involved; examples
include authorizations for a specific sale or purchase, the employment of a specific person, the use of specific materials or employees for a particular production order, and similar transactions.
23. Execution of transactions includes the entire cycle of steps
necessary to complete the exchange of assets between the parties
or the transfer or use of assets within the business. The execution of transactions frequently involves separate steps or stages.
For example, the typical sale would involve acceptance of an
order, shipment and billing of the product, and collection of the
billing. A similar cycle of steps for the typical purchase of material or services may include requisitioning of the material, issuance of the order, receipt of the material, and payment of the
purchase price. In this Statement, authorization applies to the
complete cycle of steps; authorization is distinguished from approval in that the latter applies to a particular step and indicates
only that the conditions specified or implied in the authorization
have been satisfied insofar as they apply to that step.
24. Recording of transactions comprehends all records maintained with respect to the transactions and the resulting assets
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or services, and all functions performed with respect to such
records. Thus, the recording of transactions includes the preparation and summarization of records and the posting thereof to
the general ledger and subsidiary ledgers.
25. The accountability function follows assets from the time
of their acquisition in one transaction until their disposition or
use in another. This function requires maintenance of records of
accountability for assets and periodic comparison of these records with the related assets. Examples include the reconciliation
of recorded cash balances with bank statements and reconciliation of perpetual inventory records with physical inventory counts.
Revised Definitions
26. Based on the foregoing discussion, administrative control
and accounting control are defined as indicated in the following
two paragraphs.
27. Administrative control includes, but is not limited to, the
plan of organization and the procedures and records that are
concerned with the decision processes leading to management's
authorization of transactions.4 Such authorization is a management function directly associated with the responsibility for
achieving the objectives of the organization and is the starting
point for establishing accounting control of transactions.
28. Accounting control comprises the plan of organization
and the procedures and records that are concerned with the
safeguarding of assets and the reliability of financial records and
consequently are designed to provide reasonable assurance that:
a. Transactions are executed in accordance with management's general or specific authorization.
b. Transactions are recorded as necessary (1) to permit
preparation of financial statements in conformity with
generally accepted accounting principles or any other
criteria applicable to such statements and (2) to maintain accountability for assets.
4

This definition is intended only to provide a point of departure for distinguishing accounting control and consequently is not necessarily definitive for other
purposes.
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c. Access to assets is permitted only in accordance with
management's authorization.
d. The recorded accountability for assets is compared with
the existing assets at reasonable intervals and appropriate
action is taken with respect to any differences.
29. The foregoing definitions are not necessarily mutually
exclusive because some of the procedures and records comprehended in accounting control may also be involved in administrative control. For example, sales and cost records classified by
products may be used for accounting control purposes and also
in making management decisions concerning unit prices or other
aspects of operations. Such multiple uses of procedures or records, however, are not critical for the purposes of this Statement
because it is concerned primarily with clarifying the outer
boundary of accounting control. Examples of records used solely
for administrative control are those pertaining to customers contacted by salesmen and to defective work by production employees maintained only for evaluating personnel performance.
Basic Concepts
30. The basic concepts discussed under this caption are implicit in the definition of accounting control. (The discussion in
paragraphs 31 through 34 applies to the definition generally,
while the discussion in paragraphs 35 through 48 applies to
essential characteristics of internal accounting control.) These
concepts are applicable generally, but the organizational and
procedural means of applying them may differ considerably
from case to case because of the variety of circumstances involved. Therefore, it is not considered feasible to discuss these
matters in detail in this Statement.
Management

responsibility

31. The establishment and maintenance of a system of internal
control is an important responsibility of management. The basic
concepts implicit in the definition of accounting control are discussed in the context of that responsibility. The system of internal control should be under continuing supervision by manage-
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ment to determine that it is functioning as prescribed and is
modified as appropriate for changes in conditions.
Reasonable

assurance

32. The definition of accounting control comprehends reasonable, but not absolute, assurance that the objectives expressed
in it will be accomplished by the system. The concept of reasonable assurance recognizes that the cost of internal control should
not exceed the benefits expected to be derived. The benefits
consist of reductions in the risk of failing to achieve the objectives
implicit in the definition of accounting control. Although the
cost-benefit relationship is the primary conceptual criterion that
should be considered in designing a system of accounting control, precise measurement of costs and benefits usually is not
possible; accordingly, any evaluation of the cost-benefit relationship requires estimates and judgments by management. Because of the cost-benefit relationship, accounting control procedures may appropriately be applied on a test basis in some
circumstances.
Methods

of data

processing

33. Since the definition and related basic concepts of accounting control are expressed in terms of objectives, they are independent of the method of data processing used; consequently,
they apply equally to manual, mechanical, and electronic data
processing systems. However, the organization and procedures
required to accomplish those objectives may be influenced by
the method of data processing used.5
Limitations

34. There are inherent limitations that should be recognized
in considering the potential effectiveness of any system of accounting control. In the performance of most control procedures
there are possibilities for errors arising from such causes as mis5

For special considerations relating to electronic data processing systems, see
Chapter 8 of Davis, Auditing & EDP (New York: AICPA, 1968), which was
prepared as a result of the efforts of a special Auditing EDP Task Force of
Institute members.
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understanding of instructions, mistakes of judgment, and personal
carelessness, distraction, or fatigue. Furthermore, procedures
whose effectiveness depends on segregation of duties obviously
can be circumvented by collusion. Similarly, procedures designed
to assure the execution and recording of transactions in accordance with management's authorizations may be ineffective against
either errors or irregularities perpetrated by management with
respect to transactions or to the estimates and judgments required in the preparation of financial statements.
Personnel

35. Reasonable assurance that the objectives of accounting
control are achieved depends on the competence and integrity
of personnel, the independence of their assigned functions and
their understanding of the prescribed procedures. Although these
factors are important, their contribution is to provide an environment conducive to accounting control rather than to provide
assurance that it necessarily will be achieved. Accounting control procedures may be performed by personnel in any appropriate organizational position. In smaller organizations, such
procedures may be performed by the owner-manager. In these
circumstances, however, some of the limitations discussed in
paragraph 34 may be particularly applicable.
Segregation

of

functions

36. Incompatible functions for accounting control purposes
are those that place any person in a position both to perpetrate
and to conceal errors or irregularities in the normal course of
his duties.6 Anyone who records transactions or has access to
assets ordinarily is in a position to perpetrate errors or irregularities. Accordingly, accounting control necessarily depends largely
on the elimination of opportunities for concealment. For example,
anyone who records disbursements could omit the recording of
a check, either unintentionally or intentionally. If the same person also reconciles the bank account, the failure to record the
6

In this Statement, "errors" refers to unintentional mistakes, and "irregularities"
refers to intentional distortions of financial statements and to defalcations.
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check could be concealed through an improper reconcilement.
This example illustrates the concept that procedures designed to
detect errors and irregularities should be performed by persons
other than those who are in a position to perpetrate them—i.e.,
by persons having no incompatible functions. Procedures performed by such persons are described hereinafter as being performed independently.
Execution

of

transactions

37. Obtaining reasonable assurance that transactions are executed as authorized requires independent evidence that authorizations are issued by persons acting within the scope of their
authority and that transactions conform with the terms of the
authorizations. These terms may be either explicit or implicit,
the latter being in the form of company policies or usual business
practices applicable to the transactions involved. In some cases,
the required evidence is obtained by independent comparison
of transaction documents with specific authorizations. For example, receiving reports and vendors' invoices may be compared with purchase orders in approving vouchers for payments;
further, paid checks may be compared with approved vouchers,
either individually or collectively, through reconcilements and
related procedures. In other cases, such comparison may be made
with general authorizations such as general price lists, credit
policies, or automatic reorder points. Such comparisons may be
made manually or by computers. Reasonable assurance may
sometimes be obtained by comparison of recorded transactions
with budgets or standard costs, but the effectiveness of this
alternative depends on the extent to which variations are identified and investigated. In some cases, the only practicable means
for obtaining reasonable assurance is by periodic surveillance
of the personnel engaged in execution of transactions.
Recording

of

transactions

38. The objective of accounting control with respect to the
recording of transactions requires that they be recorded at the
amounts and in the accounting periods in which they were
executed, and be classified in appropriate accounts. For this pur-
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pose, accounting periods refer to the periods for which financial
statements are to be prepared. In the definition of accounting
control, this objective is expressed in terms of permitting, rather
than assuring, the preparation of financial statements in conformity with generally accepted accounting principles or any
other applicable criteria. This distinction recognizes that beyond
the necessary recording of transactions, management's judgment
is required in making estimates and other decisions required
in the preparation of such statements.
39. The possibilities for obtaining assurance that transactions
have been properly recorded depend largely on the availability
of some independent source of information that will provide an
indication that the transactions have been executed. These possibilities vary widely with the nature of the business and the transactions, as illustrated by the following examples. At one extreme,
comparison of paid checks returned by a bank with the recorded
disbursements would reveal any unrecorded paid checks. Similarly, examination of documents supporting recorded disbursements would reveal those for which an accountability for resulting assets should be recorded concurrently. Where shipping
documents are used, comparison of such documents with sales
records would reveal unrecorded sales. A more indirect possibility with respect to sales is to estimate the aggregate amount
that should be recorded by applying sales prices or gross profit
rates to quantities or costs of inventory disposed of during a
period. The degree of accuracy from such estimates depends on
the variability of the pricing structure, the product mix, and
other circumstances; in any event, however, such estimates ordinarily would not provide specific identification of any unrecorded
sales that may be indicated. Assurance that collections on receivables are recorded rests primarily on the controls exercised
over the records of receivables since these show the aggregate
accountability for such collections. Accountability for collections
of interest and dividends ordinarily can be established readily
from securities records and independent published sources, while
that for contributions from the general public ordinarily is more
difficult to establish or estimate. The foregoing examples are not
intended to be comprehensive in scope nor exhaustive in treat-
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ment, but only illustrative of the general nature of the concepts
and the variety of circumstances involved in obtaining assurance
that transactions are properly recorded.
40. Transactions with outside parties are necessarily recorded
individually, and should be recorded as promptly as practicable
when the recording is necessary to maintain accountability for
assets such as cash, securities, and others that are susceptible
to loss from errors or irregularities. In this context, recording
refers to the initial record, document, or copy evidencing the
transaction and not to subsequent summarization. As to such
summarization and as to the initial recording of other transactions, the time of recording within the appropriate accounting
period may be determined on the basis of convenience and
processing efficiency.
41. The foregoing timing considerations apply also to the
recording of internal transfers or use of assets or services. However, some transfers and cost allocations need not be recorded
individually if the aggregate amounts can be determined satisfactorily. For example, cost of sales may be determined by
applying gross profit rates to sales, and material usage may be
determined by reference to production reports and bills of
material.
Access to

assets

42. The objective of safeguarding assets requires that access
to assets be limited to authorized personnel. In this context,
access to assets includes both direct physical access and indirect access through the preparation or processing of documents
that authorize the use or disposition of assets. Access to assets is
required, of course, in the normal operations of a business and
therefore limiting access to authorized personnel is the maximum
constraint that is feasible for accounting control purposes in this
respect. The number and caliber of personnel to whom access
is authorized should be influenced by the nature of the assets
and the related susceptibility to loss through errors and irregularities. Limitation of direct access to assets requires appropriate
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physical segregation and protective equipment or devices. Limitation of indirect access requires procedures similar to those discussed in paragraph 36.
Comparison

of recorded

accountability

with

assets

43. The purpose of comparing recorded accountability with
assets is to determine whether the actual assets agree with the
recorded accountability, and consequently it is closely related
to the foregoing discussion concerning the recording of transactions. Typical examples of this comparison include cash and
securities counts, bank reconciliations, and physical inventories.
44. If the comparison reveals that the assets do not agree
with the recorded accountability, this provides evidence of unrecorded or improperly recorded transactions. The converse,
however, does not necessarily follow. For example, agreement
of a cash count with the recorded balance does not provide evidence that all cash received has been properly recorded. This
illustrates an unavoidable distinction between fiduciary and recorded accountability: the former arises immediately upon acquisition of an asset, while the latter arises only when the initial
record of the transaction is prepared.
45. As to assets that are susceptible to loss through errors
or irregularities, the comparison with recorded accountability
should be made independently.
46. The frequency with which such comparison should be
made for the purpose of safeguarding assets depends on the
nature and amount of the assets involved and the cost of making
the comparison. For example, it may be reasonable to count cash
daily but not reasonable to take a physical inventory at that
interval. However, a daily inventory of products in the custody
of route salesmen, for example, may be practicable as a means
of determining their accountability for sales. Similarly, the value
and vulnerability of some products may make frequent complete
inventories worthwhile.
47. The frequency with which the comparison of recorded
accountability with assets should be made for the purpose of

The Auditor's Study and Evaluation of InternalControl—AppendixA

247

achieving reliability of the records for preparing financial statements depends on the materiality of the assets and their susceptibility to loss through errors or irregularities.
48. The action that may be appropriate with respect to any
discrepancies revealed by the comparison of recorded accountability with assets will depend primarily on the nature of the
asset, the system in use, and the amount and cause of the discrepancy. Appropriate action may include adjustment of the
accounting records, filing of insurance claims, revision of procedures, or administrative action to improve the performance of
personnel.
STUDY OF SYSTEM
Scope of Study
49. As defined in paragraphs 27 through 29, accounting control is within the scope of the study and evaluation of internal
control contemplated by generally accepted auditing standards,
while administrative control is not.
50. The study to be made as the basis for the evaluation of
internal control includes two phases as previously indicated in
Chapter 5 of Statement No. 33:
Adequate evaluation of a system of internal control requires
(a) knowledge and understanding of the procedures and methods
prescribed and (b) a reasonable degree of assurance that they
are in use and are operating as planned.
These two phases of the study are referred to in this Statement
as the review of the system and tests of compliance, respectively.
Although these phases are discussed separately, they are closely
related in that some portions of each may be performed concurrently and may contribute to the auditor's evaluation of the prescribed procedures and of the compliance with them.
Review of System
51. The review of the system is primarily a process of obtaining information about the organization and the procedures pre-
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scribed, and is intended to serve as the basis for tests of compliance and for evaluation of the system. The information required
for this purpose ordinarily is obtained through discussion with
appropriate client personnel and reference to documentation
such as procedure manuals, job descriptions, flowcharts, and
decision tables.
52. In order to clarify their understanding of information
obtained from such sources, some auditors follow the practice of
tracing one or a few of the different types of transactions involved through the related documents and records maintained.
This practice may be useful for the purpose indicated and may
be considered as a part of the tests of compliance as discussed
later in this Statement.
53. Information concerning the system may be recorded by
the auditor in the form of answers to a questionnaire, narrative
memoranda, flowcharts, decision tables, or any other form that
suits the auditor's needs or preferences.
54. Upon completion of the review of the system, the auditor
should be able to make a preliminary evaluation assuming satisfactory compliance with the prescribed system, and it is usually
desirable to do so at this time. Concepts to be considered in
making either a preliminary or final evaluation are discussed in
paragraphs 64 through 68.

Tests of Compliance
55. The purpose of tests of compliance is to provide reasonable assurance that the accounting control procedures are being
applied as prescribed. Such tests are necessary if the prescribed
procedures are to be relied upon in determining the nature,
timing, or extent of substantive tests of particular classes of
transactions or balances, as discussed later in this Statement, but
are not necessary if the procedures are not to be relied upon
for that purpose. The auditor may decide not to rely on the
prescribed procedures because he concludes either (a) that the
procedures are not satisfactory for that purpose or (b) that the
audit effort required to test compliance with the procedures to
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justify reliance on them in making substantive tests would exceed
the reduction in effort that could be achieved by such reliance.
The latter conclusion may result from consideration of the nature
or amount of the transactions or balances involved, the data
processing methods being used, and the auditing procedures
that can be applied in making substantive tests. The discussion
of tests of compliance in the remainder of this Statement applies
only to those portions of the system of internal accounting control that are to be relied upon in determining the nature, timing,
or extent of substantive tests.
56. The nature of accounting control procedures and of the
available evidence of compliance necessarily determines the
nature of the tests of compliance and also influences the timing
and extent of such tests as discussed under the respective captions
that follow. Although tests of compliance are discussed separately
under these captions, they are closely interrelated with substantive tests as discussed in paragraph 70; in practice, auditing
procedures often concurrently provide evidence of compliance
with accounting control procedures as well as evidence required
for substantive purposes.

Nature

of tests

57. Accounting control requires not only that certain procedures be performed, but that they be performed properly and
independently. Tests of compliance, therefore, are concerned
primarily with these questions: Were the necessary procedures
performed, how were they performed, and by whom were they
performed?
58. Some aspects of accounting control require procedures
that are not necessarily required for the execution of transactions.
This class of procedures includes the approval or checking of
documents evidencing transactions. Tests of such procedures
require inspection of the related documents to obtain evidence
in the form of signatures, initials, audit stamps, and the like, to
indicate whether and by whom they were performed and to permit an evaluation of the propriety of their performance.
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59. Other aspects of accounting control require a segregation
of duties so that certain procedures are performed independently,
as discussed in paragraph 36. The performance of these procedures is largely self-evident from the operation of the business or
the existence of its essential records; consequently, tests of compliance with such procedures are primarily for the purpose of
determining whether they were performed by persons having no
incompatible functions. Examples of this class of procedures may
include the receiving, depositing, and disbursing of cash, the
recording of transactions, and the posting of customers' accounts.
Since such procedures frequently leave no audit trail of documentary evidence as to who performed them, tests of compliance
in these situations necessarily are limited to inquiries of different
personnel and observation of office personnel and routines to corroborate the information obtained during the initial review of
the system. While reconciliations, confirmations, or other audit
tests performed in accordance with the auditing standard relating to evidential matter may substantiate the accuracy of the
underlying records, these tests frequently provide no affirmative
evidence of segregation of duties because the records may be
accurate even though maintained by persons having incompatible
functions.
T}ming

and

extent

of

tests

60. As indicated in paragraph 50, the purpose of tests of compliance with accounting control procedures is to provide "a reasonable degree of assurance that they are in use and are operating as planned." What constitutes a "reasonable" degree of assurance is a matter of auditing judgment; the "degree of assurance" necessarily depends on the nature, timing, and extent of
the tests and on the results obtained.
61. As to accounting control procedures that leave an audit
trail of documentary evidence of compliance, tests of compliance
as described in paragraph 58 ideally should be applied to transactions executed throughout the period under audit because of
the general sampling concept that the items to be examined
should be selected from the entire set of data to which the
resulting conclusions are to be applied. Independent auditors
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often make such tests during interim work. When this has been
done, application of such tests throughout the remaining period
may not be necessary. Factors to be considered in this respect
include (a) the results of the tests during the interim period,
(b) responses to inquiries concerning the remaining period,
( c ) the length of the remaining period, (d) the nature and
amount of the transactions or balances involved, (e) evidence of
compliance within the remaining period that may be obtained
from substantive tests performed by the independent auditor or
from tests performed by internal auditors, and (f) other matters
the auditor considers relevant in the circumstances.
62. Tests of compliance may be applied on either a subjective
or statistical basis. Statistical sampling may be a practical means
for expressing in quantitative terms the auditor's judgment concerning reasonableness, and for determining sample size and
evaluating sample results on that basis. For the guidance of
auditors who are interested in using statistical sampling, this
Statement includes two appendices.7
63. As to accounting control procedures that depend primarily
on segregation of duties and leave no audit trail, the inquiries
described in paragraph 59 should relate to the entire period
under audit, but the observations described therein ordinarily may
be confined to the periods during which the auditor is present
on the client's premises in conducting other phases of his audit.
EVALUATION OF SYSTEM
64. From the viewpoint of management, the purposes of
accounting control are stated in the definition given previously.
These purposes apply equally to the independent auditor, but
they were stated somewhat differently in Chapter 5 of Statement
No. 33 as follows:
A function of internal control, from the viewpoint of the independent auditor, is to provide assurance that errors and irregu7

Appendix A—"Relationship of Statistical Sampling to Generally Accepted Auditing Standards," a special report by the committee on statistical sampling of
the American Institute of Certified Public Accountants, The Journal of Accountancy (July 1964).
Appendix B—Precision and Reliability for Statistical Sampling in Auditing.
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larities may be discovered with reasonable promptness, thus assuring the reliability and integrity of the financial records. The
independent auditor's review of the system of internal control
assists him in determining other auditing procedures appropriate
to the formulation of an opinion on the fairness of the financial
statements.
65. A conceptually logical approach to the auditor's evaluation of accounting control, which focuses directly on the purpose
of preventing or detecting material errors and irregularities in
financial statements, is to apply the following steps in considering each significant class of transactions and related assets involved in the audit:
a. Consider the types of errors and irregularities that could
occur.
b. Determine the accounting control procedures that should
prevent or detect such errors and irregularities.
c. Determine whether the necessary procedures are prescribed and are being followed satisfactorily.
d. Evaluate any weaknesses—i.e., types of potential errors
and irregularities not covered by existing control procedures—to determine their effect on (1) the nature, timing,
or extent of auditing procedures to be applied and (2)
suggestions to be made to the client.
66. In the practical application of the foregoing approach, the
first two steps are performed primarily through the development
of questionnaires, checklists, instructions, or similar generalized
material used by the auditor. However, professional judgment is
required in interpreting, adapting, or expanding such generalized
material as appropriate in particular situations. The third step
is accomplished through the review of the system and tests of
compliance, and the final step through the exercise of professional judgment in evaluating the information obtained in the
preceding steps.
67. This suggested approach emphasizes the possibilities for,
and controls against, particular types of errors and irregularities
concerning particular classes of transactions and related assets.
Controls and weaknesses affecting different classes of transac-
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tions are not offsetting in their effect. For example, weaknesses
in cash receipts procedures are not mitigated by controls in cash
disbursements procedures; similarly, weaknesses in billing procedures are not mitigated by controls in collection procedures.
The auditor's review of the system of accounting control and
his tests of compliance should be related to the purposes of his
evaluation of the system. For this reason, generalized or overall
evaluations are not useful for auditors because they do not help
the auditor decide the extent to which auditing procedures may
be restricted. On the other hand, the auditor ordinarily would
confine his evaluation to broad classes of transactions, such as
disbursements and sales; he ordinarily would not evaluate separately procedures that result in entries to particular accounts
and he usually would not apply his procedures differently within
a class of transactions. For example, disbursements may be examined by selecting from all disbursements, without considering
the accounts to which the disbursements are charged, and in
his examination the auditor would be concerned with validity
and approval of supporting documents without regard to the
nature of the documentation or the particular individual authorized to approve the disbursement. There may be circumstances,
however, in which a more narrow evaluation may be appropriate because control over a class of transactions may be good
except as to certain transactions within the class, and it may
be more efficient to extend auditing procedures as to only those
kinds of transactions. For example, control of cash disbursements
may be good except for disbursements for advertising and it may
be more efficient to extend procedures relating to advertising
disbursements than to extend procedures relating to all cash
disbursements.
68. The auditor's evaluation of accounting control with reference to each significant class of transactions and related assets
should be a conclusion as to whether the prescribed procedures
and compliance therewith are satisfactory for his purpose. The
procedures and compliance should be considered satisfactory if
the auditor's review and tests disclose no condition he believes
to be a material weakness for his purpose. In this context, a material weakness means a condition in which the auditor believes
the prescribed procedures or the degree of compliance with them
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does not provide reasonable assurance that errors or irregularities
in amounts that would be material in the financial statements
being audited would be prevented or detected within a timely
period by employees in the normal course of performing their
assigned functions. These criteria may be broader than those
that may be appropriate for evaluating weaknesses in accounting
control for management or other purposes.
CORRELATION WITH OTHER AUDITING PROCEDURES
69. Since the purpose of the evaluation required by the second
auditing standard of field work is to provide a basis "for the
determination of the resultant extent of the tests to which auditing procedures are to be restricted," it is clear that its ultimate
purpose is to contribute to the "reasonable basis for an opinion"
comprehended in the third standard of field work, which is as
follows:
Sufficient competent evidential matter is to be obtained through
inspection, observation, inquiries and confirmations to afford a
reasonable basis for an opinion regarding thefinancialstatements
under examination.8
70. The evidential matter required by the third standard is
obtained through two general classes of auditing procedures:
(a) tests of details of transactions and balances and (b) analytical
review of significant ratios and trends and resulting investigation of unusual fluctuations and questionable items. These procedures are referred to in this Statement as "substantive tests."
The purpose of these procedures is to obtain evidence as to the
validity and the propriety of accounting treatment of transactions
and balances or, conversely, of errors or irregularities therein.
Although this purpose differs from that of compliance tests, both
purposes often are accomplished concurrently through tests of
details.
71. The second standard does not contemplate that the auditor
will place complete reliance on internal control to the exclusion
8

Statement on Auditing Procedure No. 33, page 16.
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of other auditing procedures with respect to material amounts
in the financial statements. This interpretation is appropriate for
several reasons. First, the connotation of "restricted" in this context does not imply "eliminated." Second, the third standard
includes no language suggesting complete reliance on internal
control. Finally, the inherent limitations on the effectiveness of
accounting control as discussed in paragraph 34 are the fundamental reasons underlying this interpretation.
72. In considering the more difficult question as to the extent
of restriction contemplated in the second and third standards,
the following excerpts from Appendix A provide a useful conceptual analysis of the intricate relationship between these
standards:
14. . . . the ultimate risk against which the auditor and those
who rely on his opinion require reasonable protection is a combination of two separate risks. The first of these is that material
errors will occur in the accounting process by which the financial
statements are developed. The second is that any material errors
that occur will not be detected in the auditor's examination.
15. The auditor relies on internal control to reduce thefirstrisk,
and on his tests of details and his other auditing procedures to
reduce the second. The relative weight to be given to the respective sources of reliance . . . are matters for the auditor's judgment
in the circumstances. . . .
19. The second standard of field work recognizes that the extent of tests required to constitute sufficient evidential matter
under the third standard should vary inversely with the auditor's
reliance on internal control. These standards taken together imply
that the combination of the auditor's reliance on internal control
and on his auditing procedures should provide a reasonable basis for
his opinion in all cases, although the portion of reliance derived
from the respective sources may properly vary between cases.
73. The foregoing excerpts recognize not only that the reliance on substantive tests may properly vary inversely with the
reliance on internal accounting control, but also that the relative portions of the reliance on substantive tests that are derived
from tests of details and from analytical review procedures may
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properly vary. Regardless of the extent of reliance on internal
accounting control, the auditor's reliance on substantive tests
may be derived from tests of details, from analytical review procedures, or from any combination of both that he considers appropriate in the circumstances. Variations in this respect may arise
from differences in circumstances bearing on the expected effectiveness and efficiency of the respective types of procedures. In
this context, effectiveness refers to the audit satisfaction that can
be obtained from the procedures and efficiency refers to the audit
time and effort required to perform the procedures. Effectiveness
necessarily is the overriding consideration, but efficiency is an
appropriate consideration in choosing between procedures of similar effectiveness. The differences in circumstances having a bearing on expected effectiveness and efficiency may include factors
such as the nature of the transactions or balances involved, the
availability and stability of experience or other criteria for use
in analytical review procedures, the availability of records required for effective tests of details, the volume of such records
and the nature of the tests to which they are susceptible, and
the timing of the analytical review and/or tests of details in relation to the end of the period being audited.
74. Independent auditors should consider the procedures
performed by internal auditors in determining the nature, timing, and extent of their own tests. The work of internal auditors
should be considered as a supplement to, but not as a substitute
for, tests by independent auditors.
75. Substantive tests of details may be applied on either a
subjective or a statistical basis. Statistical sampling may be a
practical means for expressing in quantitative terms the auditor's
judgment concerning the reliance to be derived from such tests,
and for determining sample size and evaluating sample results
on that basis.9

9

See Appendices A and B.
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RELATIONSHIP OF STATISTICAL SAMPLING
TO GENERALLY ACCEPTED AUDITING STANDARDS*
Introduction
1. The committee on statistical sampling issued a special report entitled "Statistical Sampling and the Independent Auditor"
which was published in The Journal of Accountancy in February 1962. This report dealt with the general nature of statistical
sampling and its applicability to auditing, and concluded with
the following paragraph:
A broader education in and knowledge of statistical sampling
and further research as to its applicability on the part of the
profession is desirable.
2. In line with this conclusion, the committee has given further attention to the relationship of statistical sampling to generally accepted auditing standards and believes that publication
of its views on this matter may serve a useful purpose.
3. The following excerpts from the February 1962 special
report are quoted to provide some background to the subsequent reference to statistical sampling by the committee on
auditing procedure and to serve as an introduction to the matters discussed in this report:
The committee is of the opinion that the use of statistical sampling is permitted under generally accepted auditing standards.
Statistical samples are evaluated in terms of "precision," which
is expressed as a range of values, plus and minus, around the
sample result, and "reliability" (or confidence), which is expressed
as the proportion of such ranges from all possible similar samples
° This Appendix is a reprint of "A Special Report by the Committee on Statistical
Sampling of the American Institute of Certified Public Accountants," which was
published in the July 1964 Journal of Accountancy, pp. 56-58.
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of the same size that would include the actual population value.
Although statistical sampling furnishes the auditor with a measure of precision and reliability, statistical techniques do not define
for the auditor the values of each required to provide audit
satisfaction.
Specification of the precision and reliability necessary in a
given test is an auditing function and must be based upon judgment in the same way as is the decision as to audit satisfaction
required when statistical sampling is not used.
4. In December 1963 the committee on auditing procedure
issued Auditing Standards and Procedures (Statement on Auditing Procedure No. 33), which included the following comments
concerning statistical sampling:
In determining the extent of a particular audit test and the
method of selecting items to be examined, the auditor might
consider using statistical sampling techniques which have been
found to be advantageous in certain instances. The use of statistical sampling does not reduce the use of judgment by the auditor
but provides certain statistical measurements as to the results
of audit tests, which measurements may not otherwise be available [p. 37].
5. The two sources from which the foregoing excerpts were
taken make it clear that statistical sampling is not a fundamentally different audit approach, and that its use is permissive
rather than mandatory under generally accepted auditing
standards.
6. The committee believes that interest in the use of statistical
sampling is increasing. Accordingly, this report is issued to discuss more specifically a way in which statistical precision and
reliability can be related to generally accepted auditing standards and to point out some of the factors to be considered by
the auditor in deciding what degree or level of each is satisfactory for a particular sample; it is not issued to propose definitive numerical criteria for these measurements nor to discuss
their mathematical aspects.
Generally Accepted Auditing Standards
7. The auditing standards to which statistical sampling is most
directly related are the three standards of field work:
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1. The work is to be adequately planned and assistants, if any,
are to be properly supervised.
2. There is to be a proper study and evaluation of the existing internal control as a basis for reliance thereon and for the
determination of the resultant extent of the tests to which auditing procedures are to be restricted.
3. Sufficient competent evidential matter is to be obtained
through inspection, observation, inquiries and confirmations to
afford a reasonable basis for an opinion regarding the financial
statements under examination.
8. Since the ultimate objective of the first and second of these
standards is to contribute to the "reasonable basis for an opinion"
which is comprehended in the third, the three standards are
discussed in reverse order in this report.
Third Standard—Evidential Matter
9. The opinion referred to in the third standard of field work
ordinarily is to the effect that the financial statements present
fairly the financial position and results of operations in conformity with generally accepted accounting principles applied
on a basis consistent with that of the preceding year. Materiality
is implicit in the concept of fair presentation. Similarly, some degree of uncertainty is implicit in the concept of a reasonable
basis for an opinion.
10. Although "precision" and "reliability" are statistically inseparable, the committee believes that one of the ways in which
these measurements can be usefully adapted to the auditor's
purposes is by relating precision to materiality and reliability to
the reasonableness of the basis for his opinion.
Materiality

and

sampling

precision

11. Evaluation of the precision of an audit sample in monetary terms contributes directly to the auditor's ultimate purpose
since such evaluation can be related to his judgment as to the
monetary amount of errors that would be material. Evaluation
of precision in terms of the frequency of deviations from internal
control procedures or of other errors not evaluated in monetary
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terms contributes to the auditor's ultimate purpose by influencing his judgment as to the reliability of the records and the
likelihood of errors having a material effect.
12. In making decisions with respect to the results of a sample,
the auditor should consider the precision of the sample as well
as the estimate derived from it. For the purpose of some audit
tests, the auditor may be concerned with both the upper and
lower precision limits; for others he may be concerned with only
one of these limits. For example, if a sample results in an estimate that an asset is overstated by $10,000 with an upper precision limit of $12,000 at the reliability level desired by the
auditor, he usually would be concerned with the estimate of
$10,000 and the upper limit of $12,000 because his primary interest in such circumstances would center on the maximum
amount by which the asset might be overstated.
13. The auditor's decision as to the monetary amount or frequency of errors that would be considered material should be
based on his judgment in the circumstances in the particular
case. In addition to the statistical evaluation, the auditor should
also consider the nature and cause of errors revealed by the
sample and their possible relation to other phases of his examination.
Reasonableness

and

sampling

reliability

14. For the purpose of relating sampling reliability to the
reasonableness of the basis for an opinion, it should be understood that the ultimate risk against which the auditor and those
who rely on his opinion require reasonable protection is a combination of two separate risks. The first of these is that material
errors will occur in the accounting process by which the financial
statements are developed. The second is that any material errors
that occur will not be detected in the auditor's examination.
15. The auditor relies on internal control to reduce the first
risk, and on his tests of details and his other auditing procedures
to reduce the second. The relative weight to be given to the
respective sources of reliance and, accordingly, the sampling
reliability desired for his tests of details are matters for the
auditor's judgment in the circumstances. The committee believes
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that reliability levels used in sampling applications in other fields
are not necessarily relevant in determining appropriate levels
for applications in auditing because the auditor's reliance on
sampling is augmented by other sources of reliance that may not
be available in other fields.

Sufficiency

and

sample

size

16. After the auditor's judgment has been expressed by specifying the precision and reliability desired, statistical formulas or
tables can be used in determining the sample size that will be
sufficient to achieve these objectives. In this manner, statistical
sampling can be related to compliance with the third standard
of field work concerning the sufficiency of evidential matter to
be obtained.

Competence

and

sample

evaluation

17. The competence of evidential matter as referred to in
the third standard of field work is solely a matter of auditing
judgment that is not comprehended in the statistical design and
evaluation of an audit sample. In a strict sense, the statistical
evaluation relates only to the probability that items having certain characteristics in terms of monetary amounts, quantities,
errors, or other features of interest will be included in the sample
—not to the auditor's treatment of such items. Consequently, the
use of statistical sampling does not directly affect the auditor's
decisions as to the auditing procedures to be performed, the
acceptability of the evidential matter obtained with respect to
individual items in the sample, or the action which might be
taken in the light of the nature and cause of particular errors.

Second Standard—Internal Control
18. The second standard of field work requires an evaluation
of internal control as a basis for determining the extent of audit
tests. Compliance with this standard involves two problems: (a)
evaluating the internal control, and (b) relating the extent of
tests to this evaluation.
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19. The second standard of field work recognizes that the
extent of tests required to constitute sufficient evidential matter
under the third standard should vary inversely with the auditor's
reliance on internal control. These standards taken together imply
that the combination of the auditor's reliance on internal control
and on his auditing procedures should provide a reasonable basis
for his opinion in all cases, although the portion of reliance derived from the respective sources may properly vary between
cases. For statistical samples designed to test the validity or bona
fides of accounting data and to be evaluated in monetary terms,
the committee believes the foregoing concept should be applied
by specifying reliability levels that vary inversely with the subjective reliance assigned to internal control and to any other
auditing procedures or conditions relating to the particular
matters to be tested by such samples.
Evaluation

of internal

control

20. The evaluation of internal control involves two phases, as
indicated in the following excerpt from Auditing Standards and
Procedures (Statement on Auditing Procedure No. 33):
Adequate evaluation of a system of internal control requires
knowledge and understanding of the procedures and methods
prescribed and a reasonable degree of assurance that they are in
use and are operating as planned [p. 32].
21. The auditor's knowledge of the procedures prescribed by
the client ordinarily is obtained by inquiry or reference to written
instructions, and his understanding of their function and limitations is based on his training, experience, and judgment. On this
basis, the auditor makes a preliminary evaluation of the effectiveness of the prescribed procedures, assuming that compliance with
them is satisfactory. Statistical sampling is not applicable to this
phase of the evaluation.
22. As to the second phase, statistical sampling may be applied
to test compliance with internal control procedures that leave
an audit trail in the form of documentary evidence of compli-
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ance. This evidence may consist of signatures, initials, and the
like, which indicate preparation, checking, or approval of documents such as purchase orders, receiving reports, vouchers,
checks, sales invoices, and credit memorandums. The committee
believes that samples taken for this purpose should be evaluated
in terms of the frequency and nature of deviations from any procedures the auditor considers essential to his preliminary evaluation of internal control, and that their influence on his final evaluation of internal control should be based on his judgment as to
the effect of such deviations on the risk of material errors in the
financial statements. Since samples taken for this purpose are
intended to provide a basis for relying on compliance with internal control procedures, the committee believes they should
be evaluated at a reliability level the auditor considers reasonable in the light of factors other than the procedures themselves.
23. On the other hand, statistical sampling generally is not
applicable to tests of compliance with internal control procedures
that depend primarily on appropriate segregation of duties and
leave no audit trail of documentary evidence in this respect.
Although statistical sampling may be applied to test the accuracy
of records such as bank reconcilements, customers' accounts, footings, and postings, these tests provide no affirmative evidence
concerning the segregation of duties because the related records
may very well be accurate even in the absence of this element
of internal control. Consequently, in the absence of documentary
evidence in the form of signatures, initials, and the like, evidence
of appropriate segregation of duties is usually obtained by the
auditor through his original inquiries or reference to written
instructions and through supplemental corroborative inquiries
and observation of office personnel and routines.

First Standard—Audit Planning and Supervision
24. The
ters to be
correlating
proper use
supervision

committee believes the foregoing discussion of matconsidered in applying statistical sampling and in
it with other aspects of an audit demonstrates that
of statistical sampling requires audit planning and
as comprehended in the first standard of field work.
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In addition to the statistical problems involved in designing,
selecting, and evaluating samples, audit planning and supervision
are required in defining errors or other features of interest for
sample purposes, specifying sample objectives in terms of reliability and precision related to such purposes, applying the definition of errors or other features of interest in examining sample
items, and deciding on the significance of sample evaluations in
relation to other information obtained during an audit.
This report presents the considered opinion of the nine members of the committee on statistical sampling, reached on a formal
vote after examination of the subject matter by the committee
and the technical services division. Except where formal adoption by the Council or the membership of the Institute has been
asked and secured, the authority of the statements rests upon
the general acceptability of the opinions so reached.
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PRECISION AND RELIABILITY
FOR STATISTICAL SAMPLING IN AUDITING
Introduction
1. The accompanying Statement reiterates the position expressed in prior pronouncements to the effect that the use of
statistical sampling is compatible with, but not required by,
generally accepted auditing standards. Because statistical sampling is relevant to the subject matter of this Statement, this
Appendix has been included for the guidance of auditors who
have made an informed judgment to use statistical sampling. For a
complete understanding of the terms and concepts in this Appendix, it should be read in conjunction with the accompanying
Statement, "The Auditor's Study and Evaluation of Internal
Control" and with Appendix A, "Relationship of Statistical Sampling to Generally Accepted Auditing Standards."
2. Statistical sampling is one of the techniques available to
the auditor to accomplish his objectives. In determining which
technique is appropriate in a particular set of circumstances, the
auditor should carefully consider the audit effectiveness and
efficiency of the alternatives available.
3. Although the precision and reliability required for statistical sampling necessarily is a matter of audit judgment, the
discussion and examples included in this Appendix are intended
to facilitate the exercise of judgment concerning these requirements. This material, however, is not intended to be applied in
a mechanical fashion nor to impinge upon good audit judgment
in any respect.
4. This Appendix does not discuss any of the statistical theory
or techniques required to execute a valid statistical sample and
should therefore be used only by auditors who have adequate
statistical knowledge to (a) decide when statistical audit samples may be appropriate, (b) design and select a valid sample,
( c ) evaluate the audit evidence from the sample, and (d) apply
the evaluation in the overall context of the audit. For matters
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of statistical theory and technique, the auditor should refer to
standard reference sources.
5. This Appendix applies only to statistical samples for audit
purposes; it does not apply to those used to determine basic
accounting information.
Audit Tests and Uncertainty
6. In the examination of financial statements the auditor is
concerned both with the accuracy of the underlying data and
with management's decisions relating to: accounting principles,
estimates and judgments with respect to future events, and other
representations implicit in the financial statements. Audit tests
of details of transactions and balances are concerned primarily
with the processing and accuracy of the data, and may also provide information relevant to the decisions made by management
and to those required by the auditor. However, information
relevant to such decisions may also be obtained by other auditing
procedures. Although some uncertainty is inherent both in audit
tests of details and in other auditing procedures, references to
uncertainty in the remainder of this Appendix are restricted to
the uncertainty relating to tests of details.
7. The justification for accepting some uncertainty in audit
tests arises from the relationship between such factors as the
cost and time required to examine the data and the adverse consequences of possible erroneous decisions based on the resulting
conclusions. Where these factors do not justify the acceptance
of some uncertainty, the only alternative is a complete examination.1 Since this is seldom the case, the basic concept of testing
is well established in generally accepted auditing standards.
8. Whether audit tests of details are applied by statistical or
nonstatistical sampling, the common purpose of both is to form
a conclusion about an entire population by examining only a
part of it. The distinguishing feature of statistical sampling is
1

Complete examination obviously would eliminate the uncertainty that would
arise solely from testing; however, it would not eliminate the uncertainty attributable to possible failure of the auditor to recognize errors in the data
examined or in management's decisions implicit in the financial statements.
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that it provides a means for measuring mathematically the degree of uncertainty that results from examining only a part
of the data. Auditors who prefer statistical sampling believe that
its principal advantage flows from this unique feature. By mathematical measurement of such uncertainty, the auditor can determine the sample sizes necessary to confine the uncertainty to
limits that he considers acceptable in any particular situation.
9. The measurement of uncertainty or of assurance associated
with statistical samples is expressed in terms of two parameters
or dimensions: "precision" and "reliability." The meaning and
interdependence of these terms has been explained in paragraph
3 of Appendix A as follows:
Statistical samples are evaluated in terms of "precision," which
is expressed as a range of values, plus and minus, around the
sample result, and "reliability" (or confidence), which is expressed
as the proportion of such ranges from all possible similar samples
of the same size that would include the actual population value.
Stated somewhat less technically, precision expresses the range
or limits within which the sample result is expected to be accurate, while reliability expresses the mathematical probability of
achieving that degree of accuracy. In this context, "sample result" refers to the estimate of the actual but unknown quantity
(number or amount, expressed in absolute or relative terms) of
the feature of interest in the population. For example, a sample
concerned with the amount of an account balance and evaluated
at a particular reliability level might result in an estimate of
the population total of $1,000,000, a "precision" of plus or minus
$100,000, a "lower precision limit" of $900,000, and an "upper
precision limit" of $1,100,000, all based on the sample.
10. In this Appendix, precision and reliability refer to these
parameters as finally determined upon evaluation of the information obtained from the sample. These parameters are discussed further in subsequent sections relating to audit tests for
specific purposes.
Audit Judgment and Statistical Sampling
11. Appendix A (paragraph 3) includes the following com-
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ments concerning the need for audit judgment in applying statistical sampling:
Although statistical sampling furnishes the auditor with a
measure of precision and reliability, statistical techniques do not
define for the auditor the values of each required to provide
audit satisfaction.
Specification of the precision and reliability necessary in a given
test is an auditing function and must be based upon judgment
in the same way as is the decision as to audit satisfaction required
when statistical sampling is not used.
12. This excerpt, as well as the experience of auditors who
have used statistical sampling, should allay the concern of some
auditors that its use impinges on the province of audit judgment.
Such judgment necessarily becomes explicit in determining the
precision and reliability to be used for statistical samples, but
it is implicit in nonstatistical samples.
13. The determination of precision and reliability desired for
statistical samples is in the realm of audit judgment because no
mathematical basis for definitive criteria is available and no
authoritative pronouncement has been issued. As mentioned in
paragraph 11, statistical sampling techniques provide a means
for computing precision and reliability, but not for determining
the adequacy of these parameters for the auditor's purposes.
Although it is evident that definitive criteria cannot be established or proven mathematically, the discussion and examples in
this Appendix should provide useful guidance for the exercise
of further judgment by auditors who are interested in applying
statistical sampling in particular situations.
14. The following excerpt from Appendix A (paragraph 10)
indicates the general framework within which audit judgment
should be exercised in designing and evaluating statistical samples:
Although "precision" and "reliability" are statistically inseparable,2 the committee believes that one of the ways in which
2

Precision and reliability are "statistically inseparable" only in the sense that
they are computationally interdependent and that both should be stated in
expressing the results of a statistical sample. This does not imply, however,
that the respective measurements cannot be related to separate aspects of the
auditor's examination, as suggested in the excerpt quoted above.
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these measurements can be usefully adapted to the auditor's
purposes is by relating precision to materiality and reliability to
the reasonableness of the basis for his opinion.
Some of the considerations involved in the application of this
concept in designing and evaluating audit samples to test compliance with internal accounting control procedures and to test
the substantive aspects of transactions and balances are discussed
under those captions in the remainder of this Appendix. Although
discussed separately, a single sample can be designed to serve
both of these purposes as explained further in paragraph 37.
Because generalized or overall evaluations of internal control
are not useful to the auditor, as explained in paragraph 67 of the
accompanying Statement, the discussion that follows presumes
the samples are designed to test the compliance and/or substantive aspects of particular classes of transactions or balances.

Compliance Tests
15. The discussion in the accompanying Statement concerning
the purpose, nature, and extent of tests of compliance with internal accounting control procedures applies also to the discussion of those matters in this Appendix. Samples designed for this
purpose should be evaluated in terms of deviations from, or
compliance with, pertinent procedures tested, either as to the
number of such deviations or the monetary amount of the related
transactions. In this context, pertinent procedures are those
which, if not purported to be in use, would have affected adversely the auditor's preliminary evaluation of the system prior
to his tests of compliance.
16. In addition to the statistical evaluation of the quantitative
significance of deviations from pertinent procedures, consideration should be given to the qualitative aspects of the deviations.
These include (a) the nature and cause of errors, such as whether
they are errors in principle or in application, are deliberate or
unintentional, are due to misunderstanding of instructions or to
careless compliance, and the like, and (b) the possible relationship of errors to other phases of the audit.
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17. The evaluation of a sample designed to test compliance
with internal accounting control procedures would provide, at
the reliability level specified, an estimate of the procedural deviations in the population from which the sample was selected and
precision limits with respect to such estimate. The precision
limits would depend on the size of the sample and on the procedural deviations found. The auditor's evaluation of compliance
would include a statistical conclusion that the procedural deviations in the population did not exceed the upper precision
limit obtained, or, alternatively, were within the precision range
obtained.
18. In considering the precision desired for compliance tests,
it is important to recognize the relationship of procedural deviations to (a) the accounting records being audited, (b) any
related accounting control procedures, and (c) the purpose of
the auditor's evaluation.
19. While procedural deviations increase the risk of material
errors and irregularities in the accounting records, such errors
and irregularities do not necessarily result from procedural deviations. For example, a disbursement that does not show evidence
of required approval may nevertheless be a valid transaction that
was properly recorded. Procedural deviations would result in
errors or irregularities remaining undetected in the accounting
records to be audited only if the procedural deviations and the
errors or irregularities occurred on the same transactions. Consequently, procedural deviations of any given percentage ordinarily
would not be expected to result in substantive errors or irregularities of the same magnitude in the accounting records.
20. In some situations, the primary control against a particular
type of error or irregularity may be provided by a single procedure or a set of related procedures; in others, auxiliary control
that is overlapping or to some degree duplicative may be provided by another procedure or set of related procedures. In either
situation, a set of two or more procedures necessary for a single
purpose should be regarded as a single procedure, and deviations
from any procedure in the set should be evaluated on that basis.
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For the auditor's purpose, the significance of deviations from
primary control procedures is affected by the potential effectiveness of, and compliance with, any auxiliary control procedures.
21. As indicated in paragraph 71 of the accompanying Statement, the auditor's reliance on internal accounting control may
result in his restricting, but not eliminating, his application of
other auditing procedures. Therefore, the impact of procedural
deviations on the auditor's evaluation for this purpose is somewhat less than it would be if complete reliance on internal control were contemplated.
22. As discussed later in this Appendix, the upper precision
limit for compliance tests necessary to justify reliance on internal
accounting control in performing substantive tests, depends on
factors such as the importance of the pertinent procedures (including the matters discussed in paragraph 20), the qualitative
aspects of the procedural deviations (see paragraph 16), the
nature and amount of any related substantive errors, and the
extent of reliance to be placed on the procedures. The precision
limits discussed in this paragraph for compliance tests relate
only to deviations from pertinent procedures, which may or may
not result in substantive errors in the accounting records (see
paragraph 19); substantive errors should be considered separately in evaluating substantive tests in relation to the precision considered necessary for that purpose. Based on consideration of the general matters discussed in paragraphs 19 through
21 and of the specific factors mentioned in this paragraph, an
auditor may decide, for example, that an upper precision limit
of 10% for compliance tests would be reasonable; if substantial
reliance is to be placed upon the procedures, he may decide,
for example, that a limit of 5% or possibly lower would be reasonable.

Reliability

for compliance

tests

23. As indicated in the preceding discussion, the precision
obtained is related to the condition of the population being
tested. In contrast, the reliability level is related to the probability that the auditor's conclusion based on this precision will

272

Statement on Auditing

Procedure

be correct. Thus, the choice of reliability level establishes the
level of confidence the auditor desires; it is the complement of
the level of sampling risk he is willing to assume that his conclusion will be incorrect.
24. To illustrate this concept of reliability, assume that the
auditor decided, for example, that a 95% reliability level would
be reasonable for a sample designed to test compliance with a
particular procedure or set of related procedures. Based on this
decision, an audit sample may result in an upper precision limit
of 6% at the related reliability level of 95%. If the actual but
unknown rate of procedural deviations in the population exceeds
6%, at least 95% of all possible samples of the same size that could
be selected from the same population would result in upper
precision limits that would exceed 6%. Therefore, at least 95%
of such samples would protect the auditor against the risk of
overevaluating the degree of compliance with the procedures.
Similarly, if the auditor decides that a 90% reliability level would
be reasonable, at least 90% of all samples would protect the
auditor against the risk of overevaluating the degree of compliance with the procedures.

Substantive Tests
25. The discussion in the accompanying Statement concerning
the purpose and nature of substantive tests applies also to the
discussion of those matters in this Appendix. The feature of audit
interest in performing substantive tests of details is the monetary
amount of errors that would affect the financial statements being
audited. In this paragraph and in those that follow, "errors"
include both unintentional errors and intentional irregularities.
26. The foregoing discussion of the interpretation of precision
and reliability with reference to compliance tests applies also to
substantive tests, with the understanding that the term "upper
precision limit" refers to the monetary amount of error stated
as an absolute value. Although compliance tests and substantive
tests are discussed separately herein, the same sample can serve
both purposes as explained in paragraph 37.
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27. The upper precision limit for errors in an individual substantive test should be established so as to be consistent with
the overall audit objective to obtain reasonable assurance that
the financial statements taken as a whole are not materially in
error. Since materiality is an accounting as well as an auditing
concept and is beyond the scope of the accompanying Statement,
the committee expresses no further views on that subject at this
time.

Reliability

for substantive

tests

28. A narrow range of reliability levels was illustrated in the
foregoing discussion of tests of compliance. This was considered
appropriate for such tests because the evidence obtained from
them is the primary source of the auditor's reliance with respect
to compliance. This is not the case, however, in determining the
reliability level for substantive tests because the reliance on
these tests is to be combined with the reliance on internal accounting control. This concept is expressed in Appendix A as
follows:
19. . . . These standards [the second and third standards of
field work] taken together imply that the combination of the auditor's reliance on internal control and on his auditing procedures
should provide a reasonable basis for his opinion in all cases, although the portion of reliance derived from the respective sources
may properly vary between cases. For statistical samples designed
to test the validity or bonafidesof accounting data and to be evaluated in monetary terms, the committee believes the foregoing
concept should be applied by specifying reliability levels that
vary inversely with the subjective reliance assigned to internal
control and to any other auditing procedures or conditions relating to the particular matters to be tested by such samples.
The foregoing reference to "subjective reliance assigned to internal control" introduces another element on which judgment
is required. Considerations relevant to the exercise of judgment
in this respect are discussed in the paragraphs that follow.
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29. The risks to be considered in determining ". . . the combination of the auditor's reliance on internal control and on his
auditing procedures [that] should provide a reasonable basis
for his opinion in all cases . . ." are described in Appendix A
as follows:
14. . . . The ultimate risk against which the auditor and those
who rely on his opinion require reasonable protection is a combination of two separate risks. The first of these is that material
errors will occur in the accounting process by which the financial
statements are developed. The second is that any material errors
that occur will not be detected in the auditor's examination.
15. The auditor relies on internal control to reduce the first
risk and on his tests of details and his other auditing procedures
to reduce the second.
The combined risk of both of the related adverse events occurring jointly is the product of the respective individual risks,
and the combined reliability is the complement of such combined risk.
30. The risk that material errors will not be detected in the
auditor's examination is measured by the complement of the
reliability level used if the auditor compares the upper precision
limit of monetary error to the amount he considers material. This
is the basis for the discussion pertaining to reliability in subsequent paragraphs. On the other hand, if the auditor adopts the
decision rule to accept the book value as materially correct only
if it is included in the statistical precision range, this constitutes
a hypothesis test and he should interpret the following paragraphs
in that context.
31. The reliability levels discussed in the following paragraphs
refer to the auditor's substantive tests as a whole for particular
classes of transactions or balances. As indicated in the accompanying Statement, the reliance on substantive tests may be
derived from tests of details, from analytical review procedures, or from any combination of both that is appropriate in the
circumstances. This concept is consistent with the references to
"other auditing procedures" in the excerpts from Appendix A in
paragraphs 28 and 29. Consequently, the reliability levels men-
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tioned later may be achieved by combining the reliability from
one or more statistical samples that serve a particular audit purpose with the "subjective reliance assigned to . . . any other
auditing procedures" that serve the same purpose. The combined
reliability is the complement of the combined risk that none of the
procedures would accomplish the particular audit purpose, and
the combined risk is the product of such risks for the respective
individual procedures. While the combination of statistical and
subjective reliance as discussed in this paragraph is conceptually
sound, there is a practical problem in reasonable quantification
of subjective reliance. This problem, however, does not arise
from the use of statistical sampling but is implicit in any event
in the process of evaluating audit evidence and reaching conclusions.
32. If the auditor's evaluation indicates that little if any reliance should be assigned to internal accounting control for the
purpose of particular substantive tests, he may decide after
considering other relevant factors that a reliability level of 95%,
for example, would be reasonable for those substantive tests.
33. If the auditor's evaluation indicates that both the prescribed procedures and the degree of compliance with them are
satisfactory, the other extreme would be to assign all of the
desired reliance to internal accounting control and require none
from substantive tests. As indicated in paragraph 71 of the accompanying Statement, however, generally accepted auditing
standards contemplate that other procedures will be restricted,
but not eliminated, through reliance on internal accounting control. This position recognizes that the maximum potential effectiveness even of satisfactory procedures is something less than
complete because of the inherent limitations discussed in paragraph 34 of the accompanying Statement. The focal point for
judgment in determining the reliance to be assigned to satisfactory internal accounting control is the portion of the risk of
occurrence of material errors that may reasonably be expected
to be eliminated by such control. The remaining risk is the portion reasonably attributable to the inherent limitations of such
control.

276

Statement on Auditing

Procedure

34. The auditor's judgment concerning the reliance to be
assigned to internal accounting control and other relevant factors
should determine the reliability level to be used for substantive
tests. Such reliability should be set so that the combination of
it and the subjective reliance on internal accounting control and
other relevant factors will provide a combined reliability level
conceptually equal to that which would be used in the circumstances described in paragraph 32. Thus, the reliability level for
substantive tests for particular classes of transactions or balances
is not an independent or isolated decision; it is a direct consequence of the auditor's evaluation of internal accounting control,
and cannot be construed properly out of this context.
35. The concept expressed in paragraph 34 can be applied
by use of the following formula:

Where
S = Reliability level for substantive tests
R = Combined reliability level desired (e.g., 95%
as illustrated in paragraph 32)
C = Reliance assigned to internal accounting control and other relevant factors
This concept is illustrated in the following table, for which the
combined reliability level desired is assumed, for illustrative
purposes, to be 95%:
Auditors Judgment
Concerning Reliance
to Be Assigned to
Internal Accounting Control
and Other Relevant Factors

Resulting
Reliability Level
for Substantive Tests

90%
70%
50%
30%

50%
83%
90%
93%

36. A final factor that is important in considering the reasonableness of the reliability levels mentioned herein for substantive
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tests is the risk of occurrence of material errors in financial statements in the absence of satisfactory internal accounting control.
Because the magnitude of this risk is unknown, it has been
treated implicitly and conservatively as being 100% in deriving
such reliability levels, although audit experience indicates clearly
that it is substantially lower. Consequently, the effective combined reliability levels are greater than those mentioned herein.
Dual-Purpose Tests
37. Compliance tests and substantive tests have been discussed
separately because of the different considerations relating to
each. In practice, however, the same sample often can be taken
and evaluated for both purposes. The only additional requirement in designing a dual-purpose sample is to determine that it
will be adequate to provide the more stringent precision and
reliability for the two purposes. In evaluating such samples,
procedural deviations and substantive monetary errors should be
evaluated separately, using the reliability level applicable for
the respective purposes.

The Statement entitled "The Auditors Study and Evaluation
of Internal Control" was adopted by the assenting votes of
twenty-one members of the committee of whom Messrs. Chapin,
Fitzgerald, Harrington, Kist, and Magill assented with qualifications.
Mr. Chapin qualifies his assent to this Statement because of
his objections to Appendix B. He believes that the concepts set
forth in this Appendix with regard to precision and reliability for
statistical sampling in auditing have not received adequate study
and that some of the concepts and numerical examples are questionable. He also believes that there is not sufficient explanatory
material to prevent the misuse of the concepts and examples,
even those with which he is in general agreement. Two of his
specific objections are as follows:
1. Paragraph 32 mentions 95% as an example of an appropriate
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reliability level for substantive tests when the auditor decides that little, if any, reliability should be assigned to
internal control. The same 95% is mentioned in the paragraph 35 discussion of combined reliability levels where the
subjective reliance on internal control and the reliability
level of substantive tests are combined. Mr. Chapin believes
that the committee should encourage the auditor to establish with greater reliability that the basic data underlying
the financial statements (as contrasted with management's
decisions relating to accounting principles, estimates and
judgments with respect to future events, etc.) is not materially incorrect.
2. Paragraphs 22 and 24 cite examples of upper precision
limits of 5% to 10% and reliability levels of 90% to 95% for
tests of compliance with internal control. Mr. Chapin believes that because there is insufficient discussion material
relating to the sampling methods and audit situations for
which these values are appropriate, their presence will lead
some auditors to adopt sampling methods and sample sizes
which are inappropriate in the circumstances and they may
fail to detect significant weaknesses in controls if such exist.
Mr. Chapin believes the caveat stated earlier in the Appendix that the Appendix is for the guidance of auditors
who are informed about statistical sampling will not prevent the misuse of these values.
Mr. Chapin is in general agreement with the comments expressed by Messrs. Fitzgerald and Magill with respect to paragraph 35.
Messrs. Fitzgerald and Magill assent to the issuance of this
Statement but dissent to the inclusion of Appendix B. They
strongly endorse the use of statistical sampling in many audit
situations; however, they believe there are unresolved issues underlying the concepts in the Appendix that warrant further study
by the profession before inclusion in a committee pronouncement. In particular, they are concerned that the illustration in
paragraph 35 of the Appendix may be misunderstood in applica-
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tion as prescribing a generally appropriate relationship between
the auditor's subjective evaluation of internal control and the
differing substantive tests upon which he relies for audit satisfaction.
Messrs. Harrington and Kist assent without qualification to the
publication of this Statement insofar as it relates to the study
and evaluation of internal control. They dissent, however, to
Appendix B because they believe that statistical sampling relates
directly to the third standard of field work and has received
recognition as being a valuable alternative means of obtaining
competent evidential matter to afford a reasonable basis for the
auditor's opinion on the financial statements under audit. Accordingly, they believe that it would be timely and appropriate
to issue a separate statement containing more comprehensive
guidance for the use of statistical sampling in meeting the objective of that standard rather than relating it solely to the study
and evaluation of internal control.

NOTE
Statements on Auditing Procedure present the considered
opinion of the Committee on Auditing Procedure, which is the
senior technical committee of the Institute designated to issue
pronouncements on auditing matters. Departures from the Committee's recommendations must be justified by those who do
not follow them.
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